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BEFORE THE 
SURFACE TRANSPORTATION BOARD 

DOCKET NO. EP 715 

RATE REGULATION REFORMS 

REBUTTAL COMMENTS OF 
ARKANSAS ELECTRIC COOPERATIVE CORPORATION 

In accordance with the Board's Decision served July 25, 2012, Arkansas Electric 

Cooperative Corporation (AECC) submits these rebuttal comments in response to reply 

comments of BNSF Railway ("BNSF"), Union Pacific Railroad ("UP"), and the Association of 

American Railroads (AAR) regarding issues raised by AECC in its opening filing. 

DISCUSSION 

AECCs opening comments focused primarily on three of the changes proposed 

by the Board: (1) removing the simplified compulation of road property investment (RPI) 

currently used in SimpliFicd-SAC; (2) restricting the use of cross-over traffic in Full-SAC cases; 

and, (3) modifying the approach used to allocate revenue from cross-over traffic in Full-SAC and 

Simplifled-SAC cases 

Calculation Of Road Proportv Investment in Simpilfied-SAC Cases. 

Regarding the simplified computation of RPI currently used in Simplified-SAC, 

AECC presented and described a specific proposal that the simplified RPI computation be 
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retained as a rebuttable presumption to ensure that important benefits of Simplified-SAC - for 

both railroads and shippers - are preserved See Opening Comments Of Arkansas Electric 

Cooperative Corporation (AECC Opening), at 3-5 As AECC explained, there is no evidence that 

the proposed change suggested by the Board is necessary in every case to assure that the 

Simplified-SAC is reasonably accurate; thus, it would place "a substantial burden on the parties 

to rectify a problem that may not exist." Jd at 3. Therefore, AECC proposed: 

Rather than require a Full-SAC calculation of RPI in every 
Simplified-SAC case, AECC recommends that the Board establish a 
presumption thai the current Simplified-SAC method may be used, but 
allow either party lo present evidence to rebut ihat presumption by 
showing that the Full-SAC method for calculating RPI yields a significantly 
different result in that case 

Id. In their replies, the railroads parties offered no criticisms of this proposal, which stands 

unopposed, and should be adopted by the Board for the reasons given in AECC opening 

comments. 

The railroad replies did comment extensively on issues related to cross-over 

traffic, and it is to those issues that we turn next. 

Cross-Over Traffic 

In Its opening comments, AECC showed why the use of cross-over traffic in Full-

SAC cases should not be restricted as the Board has proposed (see AECC Opening at 5-6), and 

presented an alternative approach to the analysis of revenue from cross-over traffic (sec AECC 

Opening at 6-10). Not surprisingly, the reply comments of the railroad parties seek to minimize 

or eliminate the economic significance of cross-over traffic. 
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As described further in the attached Rebuttal Verified Staiemeni of Michael A. 

Nelson, the efforts of the railroad parties to suppress the role of cross-over traffic overlook 

authoritative and unambiguous guidance regarding cross-over traffic issues that already is in 

the Board's possession. The railroads' arguments disregard sound economic principles and 

criteria needed for the proper implementation of Constrained Market Pricing, as endorsed by a 

consensus of 16 notable economists, many of whom participated in the original development of 

the theory of CMP. Mr. Nelson shows that the principles and criteria endorsed by these 

economists support fully AECCs proposals regarding cross-over traffic. 

CONCLUSION 

AECC urges the Board to modify its proposed treatment of RPI in Simplified-SAC 

cases to provide a presumption that the current method for calculating RPI may be used, but 

this presumption may be rebutted by evidence that the Full-SAC method for calculating RPI 

yields a significantly different result in that case. AECC also urges the Board not to adopt the 

proposed limits on the types of cross-over traffic that may be considered in Full-SAC and 

Simplified-SAC cases. AECC further urges the Board not to adopt the modified ATC method for 

allocating cross-over traffic revenue; rather, the Board should use an incremental-type analysis 

as AECC has described that Is consistent with the principles of Constrained Market Pricing and 

the real world behavior of railroads and of the highly competitive markets for investment funds. 
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Daiton, MA 01226 
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KEBU'ITAL VERIFI I J : I ) STATEMKiNT 
OF 

MICIIAFX A. NELSON 

I. Qualificiiliuns 

My name is Michael A. Nelson. I am an independent transportation systems analyst with 

32 years of experience in railroiid compcliliun and coal transportation. My ofllcc is in I^alton, 

Massachusetts. 

1 have directed or participated in numerous consulting assignments and research projects 

in the general field of transfxinaiion. My work lypically involves developing and applying 

methodologies based on operations research, microeconomics, statisiics and/or econometrics to 

solve specialized analytical problems. 

Over ihc past 28 years I have provided testimony before this Board and iLs predecessor 

regarding numuFDus railroad issues. Of particular relevance to this statement, I provided 

lesiiniony in Docket Nos. 15P 657 (Rail Rate Challeniics Under Ihe Stand Alone Cost 

Methodology); I'D 35506 f Western Coal Trafllc Lcamic - Petition For a Dccloratorv OrdcrV and 

EP 657 (Sub-No. 1) fMaior Issues in Rail Rate CascsV which included the original introduction 

of AECC*s proposed method for analyzing revenue from cross-over traffic I also assisted in the 

preparation of AliCC's commenis in IDockci Nos. EP 664 fMethodoloiiv to be Employed in 

l^tcrmininu the Railroad lndustr\''s Cost ofCaniiai): EP 664 (Sul>-No. 1) fUseofa Mulii-Stape 

Discounted Cash Flow Model in Dcierminina the Railroad Industry's Co.st of Capilal): EP 558 

(Sub-No. 12) (Railroad Cost of Capital - 200K>: and EP 671 (Rail Capacity and Infrastructure 

RcQuirements). 



1 received my bnchelor*s degree from the Massachusetts Institute of Technology in 1977 

In 1978,1 received two ma.sicr^s degrees from MIT. one in Civil Engineering (Transportation 

Sy.stems) and one from the Alfred P. Sloan Scliool of Management, with concentrations in 

economics, operations research, transportation systems analysis and public sector management. 

Prior to February 1984 I was a Senior Research Associate at Charles River Associates, an 

economic consulting llrm. 

2. Cross-nvcr Traffic Issues 

I liave been asked by AECC to investigate and respond lo the reply coinincnLs of BNSF 

Railway f 'BNSF"), Union Pacific Railroad (''UP"), and Ihe Association of Amencan Railroads 

(AAR) regarding crass-ovur irafTie issues raised by AECC in its opening filing. 

There is no doubt that cross-over trafllc in SAC analyses has presented some vexing 

implementation problems. This is evident in, lor example, UP's listing of 10 dincront revenue 

allocation processes tliai have been proposed or used by the Board.' While many of the railroad 

reply comments pertain to specific cross-over iraFllc restrictions or revenue allocation proposals, 

cullcctivcly they overlook authoritative and unambiguous guidance regarding cross-over irafTic 

issues that already is in the Board's possessi(m. 

I'or example. BNSF attempts to bundle together shipper suggestions regarding specific 

reforms as "result-orientcd" and lacking "economic jubtincaiiun", and refers the Board to 

Consimincd Market Pricing (CMP) principles as i f such principles refute shipper suggestions.^ 

I^ikewise. UP simply asserts, without substantiation, that AECCs proposed treatment of revenue 

' Reply Commenis of Union Pacific Ruilroad Company (licrcafler, "UP Reply") at 6, fnS. 

' BNSF Railway Company'.<; Reply Commenis ("DNSF Reply") at 2-3. 
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from cross-over tralTic '*makes no. .sense" ^ However, the ICC's plan for implementing CMP -

as announced in February 1983 - was endorsed by a consensus o f 16 notable economists, many 

o f whom participated in tlie development o f the theory o f C M P . The verif ied statement signed by 

the economists'* (hercaf\er, "'VS IHconomisis'") reveals that CMP principles support A E C C s 

proposals regarding cross-over traffic and do not support the restrictive v iew o f such traffic 

expressed in the railroad replies (or, for that matter, in the Board's proposed methodology 

changes) 

VS Economists describes plainly the balance o f objectives thai is to he achieved under 

C M P . On the one hand, the carrier needs to achieve revenues that cover al l costs, including a 

competitive rate o f return on the facilities it uses.^ On the other hand, the revenues achieved by 

the carrier must not exceed the level thai would prevail under ''efTective active or potential 

competit ion".^ Both the ICC proposal and VS Economists recognize tliat such a l imitation on 

revenues is an essential check against cross-subsidy, which otherwise "may result in a 

misullocation o f resources by encouraging inciUcicnl investment.*'^ The proper balance is only 

achieved when a mi l investment, such as the invcsiment in the facilities used by the issue traffic, 

cams no more and no less than a competitive market rate o f return. 

' U P Reply 11112 

* Sec ICC l:v Pane No. 347 (Sub-No I), Coal Rate Guidelines - Niiiionwide. "Verified Slulcmcni of Economists 
Supponing Ihc Priiiciplcii of Constrained Mnrkei Pricing" (June 1983) A copy of this document is accessible in 
S n i l>icket No. EP 657 (Sub-No M. Mnior Issues in Rail Rnle Ciises. "Continents of BNSF Railway Companv*' 
(May 1,2006), VS Willig. lExhibil KDW-2. 

Wsi:coiiomistsai3. 

* VS licunoinistb af 6-7 

^ VS Economiiits at 7-lt. 



VS Economisis and the ICC proposal to which i i responds agree explicitly that rates 

" . .in excess of the minimum eurrenl cost of providing anv aroun of services** [emphasis added] 

represent an abuse of market power that CMP is supposed to avoid." In any analysis of ihe 

investment worthiness of the facilities used by Ihe issue irafVic, the "group of services" 

represented by all Irafric that uses tliosc facilities is intrinsically relevant. Any systematic 

exclusion IVfim the analysis of revenue from any portion of that "group" would simply enable 

such revenue to accrue to the carrier above and beyond the "minimum current cost" standard 

applied to the trafllc included in the analysis. Put another way, the restrictions on cross-over 

traffic favored by the rail parties would produce precisely the type of market power abu.sc that 

the SAC test is supposed to prevent. 

VS l^conomists and the ICC proposal to which it responds also agree that the investment 

in ihe facilities used by the issue tralTic must be viewed noi from the perspective of u rail earner 

wielding market power, but rather from the competitive standard established by the hypothetical 

threat of "(c)ntry into ihc market by a firm willing to charge no more than is necessary just to 

cover that level of costs **̂  Investment in the facilities used by the issue trafHc tends to create 

opportunities to earn contribution from non-issue traffic ihai would use the same facilities 

A "Urm willing lo charge no more than is necessary just to cover" the costs as.sneinied with 

constructing and operating the facilities used by the issue traffic would lake into account not only 

all o f the contribution produced by the issue trafllc, but also all o f the contribution from other 

traffic movements that would become viable as a result of that construction. Most obviously, this 

' VS Economisis ni 7. 

' VS Economisis ai 6 



includes non-issue traf l lc that originates and/or terminates on tlic facilities used by the issue 

traffic. It also includes non-issue "br idge" traffic thai traverses those facilities on routes that 

would not exist absent the construction o f those facilities.'^ 

Importantly, this is not Just the outcome o f a iheorclical e.xcrcise conjured up by a hunch 

u f ucudemics. It also reflects the way a railroad in the real world would anal>7.e a potential 

investment in the facilities used by the issue traffic so that such an investment could compete 

properly in the highly competitive market for investment funds. I f investment in a given set o f 

facilities would enable the railroad to handle traffic that generates a given amouni o f incremental 

contribution, the nroDortions o f such traffic movements that actually occur on the subject 

facilities are completely irrelevant to the railroad and investors alike. I^or example, when the 

railroads evaluated the facil ity investments needed to cslablish rail access lo tlic Powder River 

Basin, it was the incremenUil contribution associaied w i th the incremental traffic stemming from 

such investments that was the relevant consideration. ' I l iey did not consider some artif icial 

allocation that would ascribe litt le contribution to the Joint Line (and, for UP/CNW/WKPI . the 

Connector Line) based on the comparatively small proportion o f the length o f typical PRB 

movements associated wi th the constructed facilities. In the real wor ld , it is this type o f 

incremcnUil analysis - nni cosi allocation - thai forms the heart o f the competitive market for 

'" In some very liiniicd circumstances it argimbly might be possible for such bridge trofTlc to move (without 
incumng excessive circuity) via rouies that do not involve the faciliiies used by ihc issue tranic In such 
circumstances, the jxirliun of the contnbuiion from the bridge ironic thai would \x relevunl to assessment of 
investment in the facilities used by the issue iniflic would be the rcdueiion in variable cosis or the bridge traflic 
movemenui resulting Troni (he Lunstruciiun of Ihe facilities used by the issue tniffic Given Ihat railroads have had 
over 30 years to miionali/e their neiAt-orks through mer|;ers. abandonments, line sales, etc., it is reasonable to 
presume that redundant parallel routes of equal competitive efTcctivencss for specific movemenis whhin a given 
carrier's network generally are nol available The Board could allow ihis presumption to he rebutted in speciflc 
situations with a .showing of persuasive evidence to Ihe contrary 



investment resources. AlECC's proposed treatment o f revenue from cross-over traffic is the only 

method before the Board that reflccls this type o f incremental analy.sis." 

VS liconomists and the ICC proposal to which it responds further agree that shippers o f 

issue trafl lc **will not be required to contribute toward the cost o f facilities that do not serve 

them." This confirms that the ful l contribution from incremental traffic mov ing on the facilities 

used by Ihe issue traflic should be retained in the analysis o f the issue trafl lc. ' I l ic shipper o f 

issue in i l l lc is entil led to an accurate evaluation o f the economics associated wi th the facilities it 

uses, and is not lo be disiidvaniaged by an allocation o f the contribution from incremental trafl lc 

carried by those facilities to henefll other pnrts o f a carrier's network, which In this context 

would funn a blatant cross-subsidy o f Ihc type VS Economisis and the ICC agreed is forbidden, 

l iven i f the defendant carrier is revenue inadequate overall, the Board in a SAC analysis cannot 

legitimaiuly rely on cross-subsidy to rectify any viabi l i ty i-ssues associated wi th u carrier's 

facilities that are not used by issue traffic.'^ 

In short, no categories o f non-i.ssue trafl lc would he ignored cither hy the defendant 

railroad or by a hypothetical competitive investor in the facilities used by the issue trafl lc. 

Likewise, there is no allocation fomuila that such parties would use - or that would even be 

permissible to use - lo reduce the economic value (i c., ful l contnbution) o f non-issue trafl ic that 

" UP Tcfbrenccs ihe fact ihat Al:CC's proposed treatment uf revenue from cruss-ovcrlniflic was not accepted by the 
Board when it was tlrsl advanced in 2006 (UF' Reply at 12). I lowcvcr, the Board later concluded that llie mclliod il 
did Ihen wicct, along whh other allocation-type methods il sub.sequcnily considered, were nol viable Allocaiion-
typc methods having proved unsaiisf»cloi>', il would be reasonable for ihc Board now to consider an increnicniul-
type approach. Given thai AECCs proposal is Ihc only incremenuil-type method put before the Board, UP olTers no 
substantive reason for the Board not to now consider it. 

"VSI:conomistsat7-8 

'̂  In a similar context, the Board's niles provide that u carTier*s "rvvcnue inadequacy" is nol a basis for denying a 
remedy for us anticompetitive conduct See <19 CKK Section 1144 2(bX3). 



can be served as a result of the invcsiment in the facilities used by the issue trafllc. These 

considerations aflirm AGCC\s original conclusion that the use of cross-over traffic in Full-SAC 

cases should not be restricted, and also demonstrate the rigor and legitimacy of AI£CC*s proposal 

that the full contribution made by cross-over trafllc be used in the analysis. 

In my opinion, following the conceptual guidance on CMP principles provided in VS 

llconomists and the ICC*s original plan makes far more "sensc"'^ than continuing to expand the 

list of failed a I local ion-based approaches. AECCs proposed treatment of cross-over trafllc 

provides a conceptually sound and computationally simple method for doing so. The restrictions 

on cross-over trafllc promoted in the railroad party replies, as well as in the Board's original 

proposed methodology changes, arc inconsistent with CMP principles and should be rejected on 

that biisis. 

^ See UP Reply at 12 ("AlZCC's proposal makes no more sense loday ihan when it was suggested in 2006."). 

7 



VERIFICATIOiN 

I. Michael A Nelson, declare under penalty of perjury that the foregoing is iiue and 

correct Fuiiher, I ceriify that I am qualified and authorized to file this document 

.4/L 
Michael A Nelson 

Jc/AnUa ĵ 7 . E.xecuicd on ^ ^ 6 6 ^ 7 1 / ,2013 



CERTIFICATE OF SERVICE 

I hereby certify that on this 7th day of January, 2013,1 caused a copy of the foregoing 

document to be served by first class mail on all parlies of record on the service list in this 

docket. 

:ric Von Salzen 


